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Donors, Aid and Taxation in Developing Countries:  An Overview1 
 
Wilson Prichard, Jean-François Brun and Oliver Morrissey 
 
 
 
Summary   
 
Recent years have witnessed rapidly growing donor interest in tax issues in the developing 
world. This reflects a concern with revenue collection to finance public spending, but also 
recognition of the centrality of taxation to growth, redistribution and broader state-building and 
governance goals. Against this backdrop, this paper identifies a series of key issues that 
demand attention if donors are to improve the quality of their support for tax reform. The focus is 
not, primarily, on the technical design of tax interventions, but, instead, on seven ‘big picture’ 
considerations for the design of donor programmes: (a) supporting local leadership of reform 
efforts; (b) incorporating more systematic political economy analysis into the design and 
implementation of reform programmes; (c) designing tax reform programmes that seek to foster 
broader linkages between taxation, state-building and governance; (d) paying careful attention to 
the complexity of the relationship between aid and tax effort; (e) better designing tax-related 
conditionality, particularly by developing a more nuanced set of performance indicators; (f) 
ensuring the effective coordination of donor interventions; and (g) paying greater attention to the 
international policy context, and particularly the role of tax exemptions for donor projects, tax 
havens and tax evasion by multinational corporations (MNCs) in undermining developing country 
tax systems. 
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Introduction 
 
The past decade in particular has witnessed a significant increase in measures to reform and 
strengthen tax systems in the developing world. This growing interest is reflected in increased 
funding for tax-related development assistance;2 a growing number of international forums, 
organisations and meetings looking at tax issues;3 and the growing prominence of tax-related 
conditionality in large International Monetary Fund (IMF) assistance programmes.4 In broad 
terms this reflects growing concern with revenue collection to finance public spending, but also 
recognition of the centrality of taxation to growth, redistribution and broader state-building and 
governance goals.  
 
This is not to suggest donor involvement with tax reform is in any sense new. The reform of 
trade taxes was a major component of structural adjustment reforms in the 1980s and 1990s, 
while external assistance also figured prominently in wide-ranging reforms of tax policy and 
administration throughout the same period (e.g. Thirsk 1997, Gillis 1989). However, the current 
period of reform appears to be substantially distinct.  
 
After a period of declining funding beginning in the latter part of the 1990s,5 funding for tax-
related assistance appears to have increased in recent years, though it remains relatively 
modest as a share of total donor programmes (Barbone et al. 1999, ITC 2010).6  More 
importantly, perhaps, support for tax reform is becoming more diverse, in terms of both goals 
and actors. Whereas tax reform has traditionally been the preserve of the IMF and, to a lesser 
extent, the World Bank, recent years have seen expanding interest in taxation among a wide 
range of bilateral donors and other international agencies (ITC 2010). At the same time, the 
content of the tax reform agenda has arguably been broadening.. Earlier reform efforts focusing 
heavily on the reduction of trade taxes have been replaced with Value Added Tax (VAT) and the 
lowering of direct tax rates. Contemporary reform efforts are increasingly focused on relatively 
intrusive questions of administrative reform, while there has also been a growing interest in the 
links between taxation, accountability and broader state-building goals (IMF 2011). 
 
Despite this broadening of support for tax reform, there have been few efforts to assess the 
direct and indirect impacts of donor activities on tax systems in the developing world (Barbone et 
al. 1999, IEG 2008). Much has been written about overall reform trends and progress (e.g. IMF 
2011, Keen forthcoming), and such studies have frequently documented the strengths and 
limitations of donor activities within particular domains. Such studies have been integral, among 
other things, in highlighting the centrality of tax administration to reform efforts (e.g. Bird 2008). 
However, few studies have sought to step back from these specifics to consider a set of ‘big 
picture’ questions about how donors could better support tax systems in the developing world.  
                                                        
2
  While this claim is widely accepted, specific data to measure the precise extent of donor funding is an ongoing problem 
 (ITC 2010).  
3
  For example, recent years have seen: (a) the creation of the International Tax Dialogue in 2002, (b) the 
creation of two new Tropical Trust Funds at the IMF in 2011 for strengthening tax systems in the developing world, (c) the 
expanded involvement of the Organisation for Economic Co-operation and Development (OECD) Development Co- 
operation Directorate with tax issues in the developing world, (d) the highlighting of tax issues in developing countries as a 
key issues by the G20 in 2010-11, (e) the creation of the African Tax Administration Forum in 2009, (f) the creation of the 
International Centre for Tax and Development, (g) the creation of the International Tax Compact (ITC) and (h) the 
emergence of much more active civil society involvement in issues of taxation in the developing world.  
4
  See Gupta (2011) for an overview, as well as Bolnick and Hadler (2011) for discussion of the issue. 
5
  In their review of tax-related assistance by the World Bank, Barbone et al. (1999) find that total outlays declined 
 significantly from US$5.1 billion during 1990-1994 to US$3.6 billion during 1995-1998. 
6
  The OECD (2008) estimates that in 2005 only 1.7 per cent of bilateral assistance was dedicated to tax-related reform, with 
 other elements of public financial management continuing to receive much higher priority.  
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Against this backdrop, this paper does not seek to enter into longstanding debates about the 
technical design of tax reform programmes, though they obviously remain hugely important and 
have, at times, been a source of significant controversy.7  Instead, this paper seeks to highlight a 
series of cross-cutting issues that warrant greater attention from donors and, in some cases, 
much more substantial research.  
 
Section one of the paper begins by providing a broad overview of the direct impact of donor-
supported tax reform efforts on tax systems in the developing world. It argues that while donor 
support has enjoyed important successes, these gains have frequently been somewhat 
superficial. It correspondingly suggests how political economy analysis, and greater attention to 
the connections between taxation and broader governance outcomes, could strengthen existing 
donor strategies.  
 
The sections that follow look beyond these direct effects to consider the more indirect impacts of 
aid, conditionality and broader donor policies on developing country tax systems. Section two 
focuses on the impact of aggregate aid flows on the tax collection effort in recipient countries, 
and argues that while access to aid may sometimes discourage tax this has certainly not always 
been the case. As such, greater attention needs to be paid to a more nuanced question: ‘Under 
what conditions has aid tended to discourage tax effort, and how can this risk be mitigated?’  
Building on this question, section three highlights the seemingly growing role of revenue-related 
conditionality in large donor programmes, as a strategy both to encourage reform and to 
minimise the risk that aid may discourage tax effort. It argues that while there is an appropriate 
role for conditionality, crude conditionality, frequently based simply on the level of tax collection, 
may not only be ineffective, but may actually generate perverse incentives. As such, greater 
attention needs to be paid to the design of conditionality, and to the development of more 
appropriate performance measures. Section four argues that broader donor policies, particularly 
related to tax havens and the tax treatment of donor projects, can have major implications for 
developing countries, and should be a more central focus of reform efforts. Finally, section five 
concludes.  
                                                        
7
  The paper does not, for example, say anything about long-standing debates about strategies for the effective provision of 
technical assistance, nor does it say much about particular aid modalities for tax-related assistance, as both issues are 
more effectively covered elsewhere. The three most controversial topics in relation to tax policy and administration have 
likely been: (a) the appropriate role of value-added taxes (e.g. Keen 2008, 2010, Bird and Gendron 2007, Marshall 2009, 
Emran and Stiglitz 2005); (b) semi-autonomous revenue authorities (e.g. Baer, Benon and Toro 2002, Devas, Delay and 
Hubbard 2001, Therkildsen 2004, Fjeldstad and Moore 2008, Prichard and Leonard 2010); and (c) reductions in trade 
taxes, though this has been part of much larger debates about national development strategies (e.g. Jones, Morrissey and 
Nelson 2011). For broader discussion of more technical aspects of tax reform experience in developing countries, see, for 
example, Bird (2008), Keen and Simone (2004), IMF (2011) and Gordon (2010). The question of specific aid modalities for 
supporting tax reform has been much less studied, and is covered in detail by Bolnick and Hadler (2011) in work 
conducted on behalf of the OECD and German development cooperation. 
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1 Strengthening donor-supported tax reform 
 
The starting point for thinking about the role of donors in supporting tax reform is an exploration 
of the broad trajectory of developing country tax systems over the past five decades. Looking at 
this experience, we suggest that there have been significant successes, but that these 
successes have too often been superficial. They have often reflected changes in formal policy 
and administrative rules, but significantly less meaningful reform of actual practices and 
outcomes. On this basis we propose that the impact of reform efforts can be deepened and 
broadened by paying greater attention to developing locally specific solutions, emphasising the 
importance of political economy analysis and seeking to foster stronger links between tax reform 
and broader governance and state-building goals. Cutting across these issues is a need to pay 
greater attention to taxation at the sub-national level. While this is small in revenue terms, it is 
likely to impact large segments of the population, may have important political implications, and 
could figure centrally in shaping accountability relationships (or their absence) between citizens 
and the state (Jibao and Prichard forthcoming, Fjeldstad and Heggstad forthcoming). 
1.1 Reform and convergence in the developing world 
 
Donor-supported tax reform efforts date to at least the 1960s, as tax experts from western 
countries were increasingly deployed to developing countries and figured prominently in major 
tax reform programmes (Gillis 1989, Thirsk 1997, Keen forthcoming, Bird 2008). By the 1980s, 
donor-funded technical assistance had come to encompass an increasingly standard set of 
recommendations and priorities. The popularisation of these ‘best practices’ has led Fjeldstad 
and Moore (2008) to refer to a ‘global tax reform agenda’. The emergence of this shared agenda 
reflected both donor pressure and the growth of global epistemic communities of tax 
professionals with shared ideas about reform priorities (Fjeldstad and Moore 2008, Sanchez 
2006).  
 
While there have been no comprehensive and systematic assessments of the success of these 
reform programmes,8 this global reform agenda has enjoyed a relatively high degree of at least 
superficial success, as reflected in significant convergence in the features of developing country 
tax systems (Fjeldstad and Moore 2008, Sanchez 2006, IMF 2011). Keen (forthcoming) 
suggests that shared reform trajectories have often been driven by ‘big ideas’ which have 
shaped reform objectives across the developing world. He highlights three - VAT, revenue 
administrations and Large Taxpayer Units (LTUs) – though this focus on big ideas, and their 
proliferation, can be extended to cover a wider range of developments.9 
 
Policy changes associated with this reform programme have notably included:  (a) tax policy 
simplification; (b) the elimination of export taxes; (c) reduced tariffs and less reliance on trade 
taxes; (d) reduced income and corporate tax rates; and (e) expanded reliance on goods and 
services taxes and VAT in particular. These have been accompanied by administrative reforms, 
which, while more varied, have nonetheless had common elements across large numbers of 
countries. These include: (a) efforts to integrate indirect and direct tax departments; (b) 
functional and segmental reorganisation of administration, led by the creation of LTUs; (c) a 
                                                        
8
  The World Bank did conduct a review of tax-related assistance in 1999 (Barbone et al. 1999), and this assistance was 
also covered by a 2008 review of public sector reform programmes (IEG 2008). These reviews have focused more 
narrowly on World Bank experience. 
9
  Various works by Richard Bird provide a similar overall picture of the character of reform efforts over several decades (e.g. 
  Bird 2008). 
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growing focus on the automation of tax administration; and (d) an emphasis on revenue agency 
autonomy across much of Latin America and Anglophone Africa (Bird 2008). 
 
The breadth of this convergence in tax policy and administration alone speaks to a degree of 
success of external support, both directly and indirectly, through the strengthening of epistemic 
communities and regional professional bodies (Fjeldstad and Moore 2008, Sanchez 2006).10  
While convergence does not necessarily imply that these reform trajectories have been 
universally appropriate, most observers contend that there have been significant gains over 
time, notwithstanding broad acceptance of the need for greater attention to specific local 
contexts and the need for local ownership (Bird 2008, Keen forthcoming).  
 
While donor support has thus contributed to broad reform and convergence over time, many 
observers assert that the depth of this reform has been more limited, with changes in visible 
formal rules and structures often not matched by changes in practice. This very broad message 
is reflected in four observations.  
 
 First, despite major changes in policy and administration, levels of tax collection have 
increased only marginally in recent decades (Gupta 2011, IMF 2011).11  This may understate 
real improvements, as revenue has largely been sustained despite a sharp decline in both 
trade tax revenue and income tax rates, but it also appears to reflect the relative persistence 
of corruption and politicisation, particularly in the lowest income countries (Bird 2008, Keen 
forthcoming).  
 
 Second, while some countries have experienced rapid short-term improvements in 
performance, in many cases these gains have been short-lived and partially reversed when 
local leadership has changed or intensive external support has ebbed.12   
 
 Third, despite often similar reform trajectories across countries, there remain highly 
persistent and substantial differences in revenue collection that cannot be explained by 
underlying economic and geographic variables alone, suggesting differences in effectiveness 
of the implementation of tax rules (Gupta 2007, Mkandawire 2010).  
 
 Finally, despite significant formal changes in policy and administration, most tax 
administrations continue to operate according to a largely adversarial, control-based logic. 
Shifts towards a more co-operative mind set have been slow in most low income countries 
(Bird and Vazquez-Caro 2011). 
 
The picture that emerges is of reform efforts that have yielded significant formal changes in tax 
regimes across the developing world, which have yielded much more modest changes in 
outcomes. This raises questions about how to deepen the impact of reform.  
                                                        
10
  This began with Centro Interamericano de Administraciones Tributaria (CIAT), which was founded in 1967, and has 
  continued more recently with the creation of the African Tax Administration Forum in 2009.  
11
  There are, of course, questions about whether expectations have at times also been set much too high, given the  
constraints imposed by limited tax bases. There is however still relatively clear evidence that many countries, despite 
formal policy and administrative reforms, are failing to fully exploit available tax bases (IMF 2011).  
12
  Prominent examples include Uganda, where revenue rose rapidly from very low levels in the early 1990s, but then reached 
 a plateau at below 12 per cent of GDP for the decade to follow, as corruption reemerged as an issue within the Uganda 
Revenue Authority (Therkildsen 2004, Fjeldstad 2005); and Zambia, where tax collection rose to above 19 per cent of GDP 
during a donor-supported reform programme in the 1990s before declining to 16 per cent of GDP by 2006 (van Soest 
2007a). 
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1.2 Deepening tax reform: local context and the political economy of reform 
 
While capacity constraints are obviously important, the paradox of significant changes in formal 
policy and administration but more limited changes in outcomes is a reminder that meaningful 
tax reform is a long and political process, and that sustaining political support for reform is both 
essential and very difficult.13 Without the political will to implement both policy and administrative 
changes, formal changes in law and structure may have limited impact or prove unsustainable.14 
 
This message is clearly reflected in recent high-level donor evaluations of tax reform and related 
support. A World Bank appraisal of tax-related lending (Barbone et al. 1999) concluded that 
donors need to pay more careful attention to political and institutional analysis in their lending 
programmes. This same message was reiterated by a subsequent broader review of public 
sector reform efforts (IEG 2008). More recently, the IMF has prominently identified ‘political will’ 
as an essential determinant of successful reform (IMF 2011). 
 
Unfortunately, while donors have increasingly acknowledged the centrality of politics to tax 
reform, this has yet to be fully reflected in actual programming. This in part reflects the fact that 
surprisingly little is known, from a research perspective, about the political economy of tax 
reform.15  Indeed, in an early work Bates (1989: 490) argued that ‘no general formulas for 
success can be valid’ because tax reform can take so many forms, and thus generate such 
varied political coalitions, that any actual outcome will be highly context-specific (Bird 1989, Bird 
1992, Barbone et al. 1999). By extension, while the primacy of political will is increasingly well 
accepted, it remains less clear what this implies for donor assistance, beyond quite general 
messages about the determinants of successful public sector reform (Morrissey 1995).16  
 
That said, research does provide some guidance, beginning with four broadly accepted 
messages:  
 
 First, meaningful tax reform is politically difficult, as it involves relatively explicit transfers of 
wealth and thus generally encounters strong vested interests resistant to reform, particularly 
among elites.   
 
 Second, it has historically been very difficult to mobilise support for tax reform among 
potential ‘winners’, owing both to their fragmentation, and the consequent difficulty of 
collective action, as well as a frequent fear of the uncertainty of tax reform (Fairfield 2010, 
Ascher 1989, Olson 1965).  
 
                                                        
13
  In Uganda, for example, the government introduced major changes in tax policy and tax administration, including the 
creation of the semi-autonomous Uganda Revenue Authority (URA) in 1991. In the short-term this yielded a sharp spike in 
revenue and overall tax system performance, but by the late 1990s these gains had plateaued and had even been partially 
reversed. This is explained by Therkildsen (2004) as a function of politics: in the early 1990s the creation of the URA 
reflected high-level political commitment to improving the autonomy and effectiveness of the URA, but over time this 
political commitment eroded, and the effectiveness of the tax system declined accordingly. 
14
  This can to some extent be thought of as a politically focused extension of the well-known dictum that in the developing 
world ‘tax administration is tax policy’ (Casanegra de Jantsher 1990).  
15
  This is not, of course, to suggest that nothing is known. There has been important research on the politics of tax reform, 
 and this research is beginning to expand quite rapidly, but it is only now beginning to be systematically translated into 
clear policy messages. Important country level studies of the politics of reform include, among others, Fairfield (2010, 
2011), Boylan (1996), Bergman (2002, 2003), Fjeldstad (2005), Melo (2007), Lieberman (2002), Ascher (1989), Harberger 
(1989), Morrissey (1995), Durand and Thorp (1998) and Therkildsen (2004). 
16
  These include the need for political will, local ownership, contextually appropriate design and effective sequencing 
  in implementation (Boesen 2004, Heredia and Schneider 2003, Stevens and Teggeman 2004). Morrissey (1995) 
addresses these issues in the context of tax reform in Tanzania.  
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 Third, tax reform is more likely during periods of fiscal crisis or political transition, as during 
such periods elite support for reform may crystalise and resistance is more likely to be 
fragmented (Ascher 1989, Bates 1989, Thirsk 1997, Lieberman 2002, Mahon 2004, Sanchez 
2006).  
 
 Fourth, political instability is likely to undermine reform efforts by reducing investment by 
elites in long-term revenue-raising capacity, eroding voluntary compliance with taxation and 
undermining administrative probity (Besley and Persson 2010, Keen forthcoming, Aizenman 
and Jinjarak 2008). 
 
These broad messages in turn suggest three potential lessons for reformers, though research in 
this area documenting specific examples is limited: 
 
 First, there is a need to foster local ownership of reform efforts, as the stark political barriers 
to tax reform suggest that reform that lacks committed local leadership is very unlikely to be 
successfully introduced and implemented. A genuine effort to foster local ownership is likely 
to imply not just procedural change, but openness to local priority-setting and some degree 
of heterodoxy in reform objectives and strategies. 
 
 Second, it is necessary to be opportunistic and selective in supporting reform efforts that 
benefit from local political support, or which, more modestly, face comparatively muted 
political resistance. While reform invariably implies a need to confront vested interests, 
during times of ‘normal politics’ reform that challenges many powerful interests at once is 
likely to be extremely difficult. By contrast, it may be possible to identify reform priorities that 
are comparatively ‘incentive compatible’, given an understanding of the alignment of 
powerful interests (Hassan and Prichard 2012). The timing of reform is likely to be equally 
important, and it is incumbent on donors to act strategically to support reform when windows 
of opportunity appear, rather than pushing reform even when the timing may not be 
propitious. All of this speaks to the need for context-specific reform priorities and design, as 
well as an effort to learn from successful reform strategies. 
 
 Third, reform is more likely to be successful if citizens have greater trust in government. At 
some level this is beyond the scope of tax reform and beyond the control of tax reformers. 
However, it may be possible in some cases for reformers to tailor reform in order to enhance 
public trust, for example, by ensuring greater transparency in the use of funds or adherence 
to an inclusive process when designing and implementing reform. Some recent research has 
explored the potential merits of tax earmarking, particularly in environments of limited trust - 
though earmarking also carries risks of fungibility, fiscal rigidity and manipulation, and thus 
warrants further study (Prichard 2010a, Bird and Jun 2005, Flores-Macías forthcoming). 
 
Along these lines, a small body of recent research has explicitly asked if tax reform can be 
designed so as to build political will for reform: that is, be designed to build political support and 
minimise resistance (Morrissey, 1995; Fairfield 2010, 2011). In a recent paper Fairfield (2011) 
presents a typology of such strategies, paying particular attention to strategies to minimise elite 
resistance to reform. At a more general level, Prichard (2010a) argues that a focus on principles 
of equity, transparency and inclusiveness are frequently likely to play a role in both building 
support for reform and weakening likely resistance. A focus on transparency and inclusiveness 
holds the potential to minimise popular resistance to reform.17 A focus on equity may reinforce 
                                                        
17
  For example, in 1995 the Ghanaian government attempted to introduce VAT without the participation of the political 
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public support for reform, while simultaneously making it difficult for elites to oppose reform 
publicly (Ascher 1989).18  While these are only broad principles, and more research is clearly 
needed, they suggest both specific strategies that might be useful in a variety of cases, while 
also pointing to the important of well-contextualised political economy analysis. 
1.3 Broadening the agenda: components of a governance-focused tax reform 
agenda 
 
Alongside the need to deepen reform, there is also a need to pay close attention to fostering 
potentially positive connections between tax reform and broader governance outcomes. While 
researchers, donors and tax professionals have paid increasing attention to these issues, this 
has yet to be translated into a clear reform agenda in practice.  
 
The impetus for such a broadening of the focus of reform efforts comes from recent research 
suggesting that taxation and tax reform may contribute to broader governance gains through 
three channels (OECD 2010, Prichard 2010a): 
 
 Common interest processes: when governments are dependent on taxes, and therefore on 
the prosperity of taxpayers, they may have stronger incentives to promote economic growth 
(Gehlbach 2008, Bates 2001). 
 
 State apparatus processes: dependence on taxes requires states to develop a complex 
bureaucratic apparatus for tax collection. This may become the leading edge of broader 
improvements in public administration (Bräutigam 2008, Prichard and Leonard 2010). 
 
 Accountability and responsiveness processes: taxation may engage taxpayer-citizens 
collectively in politics and lead them to make claims on government for reciprocity, either 
through short-term conflict or long-term increases in political engagement. Governments may 
be compelled to respond to these citizen demands in order to enhance tax compliance and 
sustain state revenues (OECD 2008, Moore 2007, 2008, Prichard 2009). 
 
While these broad ideas are increasingly accepted, it has been more difficult to translate them 
into a clear-cut governance-focused tax reform agenda. OECD (2010) and Prichard (2010a) 
outline the possible outlines of such an agenda, though there remains a need for much greater 
research. The key suggested elements are:  
 
 Emphasising equity in tax enforcement, as a means to foster collective action and bargaining 
around tax issues rather than fragmented rent-seeking by powerful interest groups. 
 
 Expanding transparency and tax-expenditure linkages, as a means to facilitate public 
engagement, trust building and bargaining around tax issues. 
 
 A greater focus on income and property taxes, which are the most visible means to tax elites 
and engage them in tax bargaining (although they are also often the easiest taxes to avoid). 
                                                                                                                                                                                   
opposition or significant public consultation. It was met with mass public protests, which forced the repeal of the tax. Two 
years later the government pursued a more consultative process, bringing the political opposition on board, and was able 
to re-introduce the tax with minimal opposition (Osei 2000, Prichard 2009). 
 
18
  For example, in Kenya when the government sought to require that medium-sized businesses use Electronic Tax 
Registers as a means to increase VAT compliance it resulted in large-scale protests by those businesses. However, the 
government successfully framed the reform as a question of equity and fairness, which was an important reason why the 
striking businesses found little public support (Prichard 2010b). 
12 
 
The collection of these would necessitate co-operation across government and potentially 
foster state capacity-building. 
 
 A greater focus on informal sector and sub-national taxation, as they have a broad and direct 
incidence with the bulk of developing country populations. These have the potential to foster 
more broad-based engagement around tax issues, while also providing the fiscal foundation 
for successful decentralisation. 
 
 Encouraging inclusive reform processes and civil society engagement, as civil society actors 
are likely to be crucial intermediaries in fostering state-society bargaining around taxation.  
 
 Fostering administrative cooperation across government in order to strengthen information 
sharing and the potential for tax reform to be a catalyst for broader improvements in state 
capacity.  
 
These proposals in many ways remain speculative, and, beyond a strong theoretical foundation, 
are grounded only in select case study evidence. However, that foundation of evidence is 
growing stronger. The policies associated with a governance-focused tax reform agenda have 
the added advantage of overlapping closely with policy directions emerging from broader 
research on the political economy of tax reform. 
 
Of course, these ideas are not entirely new: tax reform experts, led by the IMF, have long 
acknowledged the importance of these issues. However, a governance-focused tax reform 
agenda, as described here, does nonetheless imply changes to internationally sponsored tax 
reform efforts. These changes would not represent a repudiation of existing strategies, but rather 
a reorganisation of priorities, particularly with questions about transparency, inclusiveness, 
equity and local government taxation taking a more prominent role in reform efforts (Prichard 
2010a, OECD 2010). Achieving such a reordering of priorities would require two broad shifts 
within the policy community. First, it would demand an effort to ‘open-up’ tax reform processes to 
new stakeholders and more careful political analysis. Second, it would require the development 
of a broader range of performance indicators against which tax reform efforts are measured and 
judged.19 As long as tax performance is judged largely based on comparatively short-term 
changes in the tax ratio of Gross Domestic Product (GDP), these ‘softer’ elements of the reform 
agenda are unlikely to be given priority. Instead, there is a need for programmes that explicitly 
prioritise a broader range of issues - including transparency, inclusiveness and equity - if 
external actors are to actively seek to foster positive connections between taxation and broader 
governance outcomes. 
 
                                                        
19
  Such indicators would likely include, among others, indicators capturing a more nuanced picture of the effectiveness of  
taxation (e.g., the number of individuals/companies registered, share of those filing taxes on time, share of those making 
payments on time, share of those claiming and receiving tax refunds on time); and indicators capturing elements of the 
relationship between taxpayers and the tax authorities (e.g., transparency of revenue and expenditure data, access to 
complaints procedures and adjudication, availability of support services for filing taxes, surveys of taxpayer satisfaction, 
time required to issue refunds and corrections).  
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2 Aid, incentives and tax collection: tracing 
complex linkages 
 
Alongside the direct impact of donors on tax systems in the developing world, there has been 
growing attention to the potential indirect, and unintended, impacts of aid on tax systems. Most 
commonly, it has been suggested that foreign aid, by providing governments with a ready 
source of non-tax revenue, may reduce incentives for governments to pursue politically costly 
domestic tax collection. This has the potential not only to reduce available financing for needed 
public services, but also to undermine the positive governance impacts of reliance on tax 
revenue (Bräutigam and Knack 2004, Moss, Pettersson and van de Walle 2006). However, while 
the possibility that aid may undermine domestic tax collection is clearly important, there is 
mounting evidence that this relationship is not robust, and thus far from guaranteed in practice. 
This finding is consistent with the increasing realisation that tracing direct linkages between aid 
flows and complex development outcomes is extremely complex and fraught with risk. As such, 
what follows first summarises existing evidence and then seeks to add nuance to this story, 
focusing on considering the specific circumstances under which aid may be likely to discourage 
tax effort and what can be done to mitigate this risk. The main text provides the core argument, 
while additional technical detail is provided in the Appendix. 
2.1 Aid and tax effort: existing findings, challenges and debates 
 
Most early studies of the relationship between aid and tax effort found that higher levels of aid 
were associated with lower tax to GDP ratios, and suggested that aid dependence may be the 
cause of reduced tax effort .The most influential study was that of Gupta, Clemens, Pivovarsky 
and Tiongson (2004), which argued not only that aid reduces tax effort, but that the composition 
of aid matters, with loans, which need to be repaid, encouraging collection, but grants 
discouraging tax effort. This result is echoed by a more recent study by Benedek, Gupta and 
Muthoora (2012), which updates the earlier results while expanding data coverage. 
 
However, while these findings of a negative relationship have received significant attention, 
other recent studies have found that aid has been associated with a negligible, or even positive, 
effect on levels of tax collection (Gupta 2007, Brun, Chambas and Guerineau 2009, Teera and 
Hudson 2004), particularly since 1985 (Clist and Morrissey 2011). These cross-country results 
are echoed by a range of studies that examine the fiscal effects of aid by considering the 
relationship between aid, domestic revenue (taxes) and government spending (and sometimes 
borrowing), usually for a specific country. These studies emphasise that understanding the 
impact of aid on taxation ideally requires information about the whole budget process, including 
spending, as these studies commonly find that among budget components the tax to GDP ratio 
varies the least (in technical terms it is exogenous, or not determined by the other variables in 
the fiscal system; in other words, other budget components make most of the adjustments 
required to balance spending and revenue). The most important studies in this vein are 
described in detail in the Appendix. Collectively, these findings cast significant doubt on claims 
that aid has a consistently negative impact on tax effort, though such an effect may still be 
relevant in some cases. 
 
These divergent results are in part the result of challenges with the underlying data, as recent 
studies manage to capture only slightly more than half of potential observations for countries 
with low incomes and weak institutions. As important as concerns about data quality and sample 
selection, are concerns about model specification and the interpretation of the findings from 
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these studies. Two issues are particularly prominent in this respect: clarifying the underlying 
behavioural model, and considering multiple causal pathways potentially linking aid and tax 
collection. 
 
With respect to the behavioural model, Clist and Morrissey (2011) highlight the fact that Gupta et 
al. (2004) focus on the short-term correlation between aid and reduced tax to GDP ratios. That 
is, they argue that when grants are high in a given year, tax effort in that same year, or a single 
year later, tends to be lower. However, this is a potentially problematic model, which is retained 
by Benedek, Gupta and Muthoora (2012). At a basic level, this finding is to be expected, as the 
poorest countries, or individual countries in crisis, tend to have lower tax to GDP ratios, and, 
partly for this reason, tend to receive more aid, particularly in the form of grants. Equally, it 
implies a behavioural model in which levels of tax collection react very immediately to changes 
in aid. In practice, changes in tax collection across countries have tended to occur gradually, are 
often dependent on long-term institutional reform, and, at least in the short-term, have proven 
challenging even for willing reformers.  
 
A related concern is that the results of cross-country regressions linking aid and tax effort may 
capture something other than the direct impact of aid on tax effort. One possibility is that aid may 
impact tax collection indirectly through its impact on, for example, growth, institutions or public 
financial management (Factora, 2006; Williamson, 2006). Aid to service provision in particular 
may similarly generate substantial long-term expenditure and revenue commitments for recipient 
governments, as was acknowledged in the influential World Bank report Accelerated 
Development in Sub-Saharan Africa (World Bank 1981: 126-128). More perversely, tax effort 
studies may confuse impact of aid on tax effort with the effect on taxes of policies associated 
with aid conditionality. For example, trade liberalisation, which has long been a component of aid 
programmes, has tended to undermine tax collection in low-income countries at least in the 
short-term by replacing ‘easy to collect’ trade taxes with ‘hard to collect’ taxes, such as VAT or 
income taxes (Aizenman and Jinjarak 2009, Baunsgaard and Keen 2005). In this way, aid 
conditionality may actually generate a negative association between aid to GDP and tax to GDP 
ratios in the short run. This helps to explain why some studies find a negative correlation 
between aid and tax ratios, but it is not due to a behavioural effect of aid reducing tax effort. 
2.2 Aid and tax effort: a more complex relationship 
 
The argument here is not that aid may not contribute to lower tax effort in some contexts, as 
such an outcome is intuitively persuasive and supported by some case study evidence (Prichard 
2010b, Ghani and Lockhart 2008).20  Instead, the message is that this relationship is far from 
universal (and, indeed, may frequently be positive), and is significantly more complex than is 
often suggested. More generally, there are major challenges associated with attempting to 
capture a simple causal relationship econometrically. Collectively these considerations argue for 
a more context-specific approach, moving away from asking, ‘does aid contribute to lower tax 
                                                        
20
  In Ethiopia, Prichard (2010b) finds that the government was able to sharply reduce tax collection in the aftermath of  
contested elections in part due to the rapid recovery of aid flows. Ghani and Lockhart (2008), the former of whom served 
as Minister of Finance in Afghanistan, highlight the lack of attention to revenue-raising by donors in post-conflict 
Afghanistan, where even the most basic revenue collection functions recovered very slowly in the wake of conflict. More 
provocatively, Eubank (2010) argues that in Somaliland it was precisely the absence of aid that led the government to 
focus on tax collection, resulting not only in greater revenue collection but also in constructive ‘tax bargaining’ that 
underpinned relatively democratic political processes. Finally, Prichard (2010b) finds that in Kenya a sharp reduction in aid 
in the early 1990s was an important motivation for implementing an ambitious tax reform programme that led to significant 
short-term revenue gains, though these gains were partially reversed over time. This finding differs from Morrissey et al. 
(2007), highlighting the complexity of the relationship, the importance of different time horizons, the very different insights 
that can emerge from case study and econometric approaches and, most importantly, the need for continuing investigation 
of these questions.  
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collection in developing countries?’, and towards asking, ‘how do aid flows and associated policy 
conditions shape tax collection incentives, and under what conditions might this effect be 
positive or negative?’ While this question demands further study, existing evidence suggests a 
few key insights, which focus on: (a) the need to disaggregate aid into more nuanced categories; 
(b) the role of institutional quality; (c) the importance of accompanying donor policies; and (d) the 
broader importance of a context-specific understanding of local incentives. 
2.2.1 What do we mean by foreign aid? 
 
The basic premise of the argument that aid may reduce domestic tax effort is that aid may act as 
an effective substitute for domestic tax revenue. However, the extent to which this is true is likely 
to vary substantially owing to the diversity of interventions captured by the umbrella term ‘foreign 
aid’ (Collier 2006).21 This is implicit in studies arguing for differential impacts of loans and grants, 
but the underlying diversity is much more extensive. As such, the first question for donors when 
assessing the risk of a negative impact of aid on tax effort must be whether or not particular aid 
flows are, in fact, meaningful substitutes for tax revenue in a particular context. 
   
An important share of foreign aid never goes to the government at all. Aid may be given directly 
to civil society organisations, may be used to pay for technical assistance or research (in the 
donor country), or may be directed to parallel implementing structures set up by donors to 
circumvent recipient governments (this could include much of project aid). While some such aid 
may, at the margin, deliver services or functions that government is therefore relieved of 
providing, there is limited reason to expect that aid that does not reach the government will 
substantially displace domestic tax effort. Unfortunately, available data makes it very difficult to 
measure the extent of these flows, and thus almost certainly overestimates the level of aid that is 
genuinely provided to governments.22 Morrissey, M’Amanja and Lloyd (2007) indicate the 
potential magnitude as they found in Kenya that aid to government (as recorded in the budget) 
rarely exceeded three per cent of GDP, whereas official donor data suggests a figure nearer to 
ten per cent of GDP on average, suggesting that the data used in existing studies may be 
misleading. 
 
Even where aid does go to governments, it is frequently allocated for specific projects and 
purposes. While there is certain to be a degree of fungibility in these cases (e.g. McGillivray and 
Morrissey, 2000, 2001, 2004; Morrissey, 2006), such aid will rarely be a perfect substitute for 
domestic tax collection. Direct budget support, which deposits aid funds directly into central 
government accounts, comes closer to being a direct substitute for domestic revenue. Yet, even 
here, government freedom is constrained by explicit and implicit conditionality, while the extent 
of ‘effective substitutability’ of aid and tax revenue will depend on the details of particular cases. 
Part of the challenge lies in the fact that more unconditional aid, channelled directly though the 
government, would seem to pose the greatest threat of discouraging tax collection, but is also 
highly desirable from the perspective of fostering local ownership and the strengthening of state 
systems. This is a question that warrants more targeted research, while it also points towards 
the importance of institutional quality in recipients of relatively unconditional budget support.  
                                                        
21
  This is a broader problem for econometric work on the impact of aid. For example, the then Chief Economist of the World 
Bank argued that, ‘The empirical literature on aid effectiveness has yielded unclear and ambiguous results. This is not 
surprising given the heterogeneity of aid motives, the limitations of the tools of analysis and the complex causality chain 
linking external aid to final outcomes’ (Bourguignon and Sundberg 2007: 316).  
22
  In some respects this measurement problem may be getting worse owing to the proliferation of aid providers (e.g. non- 
government organisations (NGOs), private foundations, private companies and new donor countries), and the declining 
share of overseas development assistance (ODA) from OECD countries in total aid flows (Severino and Ray 2009). 
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2.2.2 The role of institutions 
 
In developing a more nuanced view of the possible impact of aid on tax effort, research has 
been most successful in highlighting the importance of institutions. Specifically, limited existing 
findings are universal in concluding that the relationship is more likely to be negative where 
institutions are weak. Benedek, Gupta and Muthoora (2012) report that while aid grants always 
have a negative impact on tax collection, this effect is primarily among states with weak 
institutions. Brun, Chambas and Guerineau (2009) find that while, on average, aid has a positive 
impact on levels of tax collection, the impact is negative among states with very weak 
institutions. 
 
This finding is intuitively persuasive: where institutions are strong, or where reformist 
governments are in power, they seem likely to view aid revenue as additional resources 
available for pursuing development objectives, rather than as an excuse to reduce domestic tax 
collection. Moreover, where institutions are strong, and particularly where the tax administration 
is strong, tax collection performance is more likely to be stable and insulated from external 
changes. By contrast, highly corrupt governments may be more likely to take advantage of aid 
resources in order to avoid tax collection and reform, and the transparency and reduced 
corruption that are likely to accompany them.  
 
The core message is that the perceived risk that aid may undermine tax collection may be 
overstated where institutions are strong and reformist governments are in power. This is 
consistent with a broader aid reform agenda that has argued for transferring greater leadership 
and ownership to such governments. By contrast, the greatest risk may lie in weak states. This 
is not to say that direct support to governments may not still be desirable in these cases. 
Instead, it suggests that in weak institutional environments, and particularly where aid 
dependence is substantial, donors need to pay greater attention to the risk that aid could 
undermine short-term tax collection, and thus should potentially adopt strategies to guard 
against that possibility. 
2.2.3 The importance of complementary donor policies 
 
The final question, then, is what policy strategies donors might reasonably adopt in those cases, 
potentially quite limited, where there is a significant risk that aid may undermine local tax effort. 
At a broad level it is useful to think about interventions along three dimensions: analysis, 
technical assistance and conditionality. 
 
The first stage for donors must lie in a more careful effort to understand whether or not aid is, in 
fact, acting as a disincentive to tax collection in a particular context. As was suggested earlier, 
this is more complex that simply looking at aggregate short-term trends in tax revenue collection. 
The behavioural variable tax effort is only one element of tax collection. Short-term downward 
changes in tax collection may reflect reduced tax effort, but may also be driven by, among other 
things, broader economic trends in the economy, changes in policy, or administrative changes 
and reorganisation. If short-term changes in tax collection are taken as a direct indicator of tax 
effort they may be misleading, thus leading to unwarranted conclusions about the impact of aid 
on tax collection. More generally, the tax to GDP ratio should not be directly equated with tax 
collection effort; the ratio may appear low simply because the tax base is small and/or the 
government has chosen, perhaps on the advice of donors, relatively low tax rates to minimise 
distortions and disincentive effects. 
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As importantly, aid is only one of many factors that is likely to shape tax effort. This may equally 
be driven by domestic politics, including elections, inter-elite conflict or bureaucratic politics. It is 
necessary to bear in mind that causation is complex: it may be that declining effort is proximately 
caused by (or, more strictly, due to) domestic political considerations, but facilitated by the 
availability of donor financing, which makes reduced tax effort economically feasible. For 
example, a government may reduce tax collection in the lead-up to elections to avoid political 
resistance, but this decision to reduce tax collection may only be economically feasible thanks to 
the ready availability of aid. In the absence of aid, the government would not have the luxury of 
reducing collection (especially as governments often increase spending in the run-up to 
elections). In these cases, policy action by donors would be appropriate. The broader point is 
that acting to mitigate any possible negative impact of aid on tax collection first demands some 
understanding of the sources of variation in tax collection and tax effort, and the consequent 
openings for donor action. 
 
Confronted with the possibility that aid is undermining tax effort, donors have two major policy 
levers to fall back on: technical assistance and conditionality. Technical assistance is meant to 
address capacity deficits, and thus may be able to support improved tax collection where there is 
a genuine desire for improved performance among domestic actors. Unfortunately, where the 
problem is one of insufficient tax effort in the presence of large external revenues, such political 
commitment may not exist, and technical assistance may be limited in its impact. That said, even 
where there is not universal support for improved performance, carefully targeted technical 
assistance, which is aimed at supporting genuine reform leaders, may nonetheless help to 
counteract any lack of tax effort. 
 
The alternative for donors is reliance on tax-related conditionality, by which aid is made 
conditional on, for example, maintaining a certain level of tax collection, implementing particular 
types of tax reform or securing matching domestic funds for individual projects. This is, in 
principle, a direct means of ensuring that government sustains domestic tax collection even in 
the face of increasing external assistance. However, conditionality confronts at least two major 
challenges. First, conditionality will only be successful if it is enforceable, which often requires 
high levels of donor commitment and coordination, both of which are frequently elusive 
(Koeberle, Bedoya, Silarszky and Verheyen (eds) 2005). Second, conditionality can create 
incentives for recipient countries to meet very specific targets, but governments may focus on 
meeting these specific targets rather than investing in building genuinely stronger tax policy and 
administration over the long-term. Thus, designing conditionality in a way that encourages 
genuine gains, rather than a complex game of ‘cat and mouse’ between donors and 
governments is an important challenge, addressed in the next section. 
 
3 The growth of conditionality: key questions 
and messages 
 
With growing interest in strengthening tax systems in developing countries, and concerns that 
high levels of aid might erode tax effort in recipient countries, tax-related conditionality has been 
an important part of donor programmes.23   Although monitoring of the use of conditionality is 
                                                        
23
  Throughout the discussion, we use the term conditionality in a broad sense to capture the various performance targets 
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very limited, it is clear that the use of tax-related conditionality by the IMF has increased in 
recent years,24 while there is anecdotal evidence that this is true of donors more broadly as well 
(Bolnick and Hadler 2011).25 IMF conditionality has been diverse. It has included broad 
performance targets, focused on levels of revenue collection as well as specific reform 
objectives, highly binding performance targets, on which continued funding is vitally dependent, 
and more flexible reform objectives. Such tax-related conditionality is by no means new, as 
World Bank structural adjustment programmes during the 1980s and 1990s regularly included 
conditionality related to tariff reductions (e.g. Greenaway and Morrissey, 1993), while the 1980s 
and 1990s also witnessed significant donor pressure for the introduction of VAT, LTUs and semi-
autonomous revenue authorities. However, the continued importance, and possible recent 
growth, of tax-related conditionality makes it an important and relatively under-explored aspect 
of donor policy. 
 
Indeed, the rationale, design and effectiveness of tax-related conditionality has received minimal 
attention to date, and, as such, appears to be an area in which donor support could be 
significantly improved. To this end, the discussion proceeds in three parts. The first highlights a 
series of major questions about the effectiveness of conditionality generally, and suggests key 
lessons about what conditionality can and cannot achieve, highlighting some possible alternative 
strategies. The second section highlights the potential for conditionality generally, and tax-
related conditionality specifically, to generate perverse incentives when it is not carefully 
designed. The third section then considers the design of tax-related conditionality, and the 
particular importance of improved, and locally owned, indicators, arguing that reorienting the 
focus of conditionality is essential to make it more effective. 
3.1 Is tax-related conditionality effective? 
 
There has been, to our knowledge, no systematic research looking at the impact of tax-related 
conditionality. A useful starting point is the broader debate about the effectiveness of 
conditionality, while drawing on specific examples and issues in the tax realm. 
 
At a broad level, conditionality has long been controversial, as it sets up a clear tension between 
the desire for local ownership of development initiatives, and the desire of donors to insure that 
aid funds are used effectively (Bolnick and Hadler 2011). Over the past decade, the donor 
community has increasingly recognised that local ownership of development initiatives is 
essential in order to foster local political leadership and positive planning and bargaining 
processes within recipient states. This perspective has supported a preference for aid modalities 
that are channelled through governments and which rely on relatively parsimonious and result-
based conditionality (e.g. IDD and Associates 2006).26  Highly intrusive and detailed 
                                                                                                                                                                                   
which are established at least in part by donors, and which create pressure for recipient countries to prioritise particular 
types of objectives over others. Of course, not all conditionality is the same - it may be more or less specific and intrusive, 
and may be more or less in line with independent government priorities.  
24
  IMF Presentation at the meeting of the OECD Task Force on Taxation and State Building, USAID, Washington DC,  
January 2011. 
25
  Outside of the IMF, requirements for local matching funds for donor projects may be an important indirect source of 
pressure for increased tax collection, particularly at the sub-national level (Fjeldstad 2001). Unfortunately, there is, to our 
knowledge, no systematic information on the extent of such practices. 
26
  It is important to note that the turn towards budget support does not always ensure parsimony in the use of conditions. For 
example, French budget support in Burkina Faso is delivered as part of a multi-donor framework, which comprises a fixed 
component (⅔) and a variable component (⅓ ). French disbursement of the variable component is conditioned in part by 
tax collection performance, but the overall range of conditions employed by donors generates a matrix with 100 total 
criteria, making the effectiveness of even this simple revenue condition open to question. While there has been discussion 
of moving to a smaller number of outcome criteria, this would likely result in tax-related conditionality being eliminated 
entirely.  
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conditionality is contrary to that goal, and risks undermining local planning processes that 
provide the essential basis for sustainable gains.  
 
On the other hand, conditionality is one of the few tools available to donors to generate pressure 
for desirable reform, and to seek to minimise any risk that aid might undermine tax effort, 
particularly in weak institutional reform. Moreover, at times conditionality can be used to buttress 
the political positions of prospective reformers in the face of resistance. The potential costs 
associated with undermining local ownership thus suggest a need to use conditionality 
selectively and carefully, but do not necessarily rule out the effectiveness of well-designed 
conditionality. 
 
This turns attention towards the more specific question of whether conditionality is effective in 
achieving its stated goals. Despite the absence of systematic research, there is certainly 
anecdotal and some cross-country evidence that in a wide range of countries pressure from 
donors has helped to advance tax reform efforts (Prichard 2010b, van Soest 2007a, 2007b).27  
Broadly, the dramatic convergence of developing country tax policies over time is suggestive of 
some success for conditionality (Sanchez 2006). More specifically, Mahon (2004) finds that tax 
reform programmes are more common, and more frequently successful in changing tax policy, in 
countries that have signed agreements with the IMF. Brun, Chambas and Laporte (2010) find 
that participation in an IMF programme leads to increased tax collection, consistent with the view 
that conditionality (and technical assistance) plays an important role, though this positive impact 
of IMF programmes is stronger where the quality of public administration is higher.  
 
While there is thus some evidence of a positive impact of conditionality, the more interesting 
message is that the effectiveness of conditionality is heavily dependent on the level of domestic 
support for reform. Morrissey (1995) finds that donor conditionality and technical assistance are 
most successful when they go hand-in-hand with the construction of domestic political support 
for reform. More generally, conditionality appears to be more successful where it effectively 
supports the efforts and strategies of local reform leaders, rather than imposing purely external 
priorities – a notion consistent with increasingly accepted ideas about the importance of ‘going 
with the grain’ in pursuit of ‘good enough’ solutions (Crook and Booth 2011, Grindle 2007). This 
said, even where local reform leadership is limited, it does appear that conditionality has, at least 
in some cases, been able to promote formal changes in policy and administration. However, in 
these cases reform more often appears to have been superficial, and the question is then 
whether even superficial changes in the short term may nonetheless contribute to longer term 
gains; or may do the opposite, either by undermining local ownership or, as discussed later, 
generating unintended perverse incentives.  
 
If a lack of local ownership and leadership is thus one key variable in shaping the effectiveness 
of conditionality, existing research suggests three other issues that are more firmly under the 
control of donors:  monitoring, coordination and resolve (Collier, Guillaumont, Guillaumont and 
Gunning 1997, Svensson 2003, Koeberle, Bedoya, Silarszky and Verheyen (eds) 2005, Easterly 
2005). It is only with greater attention to these issues that conditionality is likely to be fully 
effective.28 
                                                        
27
  For example, Ethiopia undertook significant tax reform that was initiated in the late 1990s but only implemented in earnest  
from 2000-01. Tax officials there are in near universal agreement that, at a time of significant in-fighting within the 
government, it was consistent external pressure that was central to keeping tax reform efforts moving forward. While the 
extent of the changes should not be overstated, meaningful policy change, administrative reform and increased revenue 
collection were all apparent. Similarly, in Ghana after a first effort to introduce VAT in 1995 was reversed in the face of 
major public opposition, donor support figured prominently in supporting the efforts of reform leaders to successfully 
reintroduce the controversial tax in 1997 (Prichard 2010a). 
28
  For example, repeated donor projects in Bangladesh since 2003 accomplished few, if any, of their goals, despite the 
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Conditionality will only be effective if desired outcomes can be effectively monitored, and, as a 
result, conditionality may frequently lead to the superficial appearance of reform, while little 
change is enacted in practice. This appears significant in the case of tax-related conditionality, 
where, as noted earlier, formal changes in tax policy and administrative structure have frequently 
failed to deliver equally significant changes in actual administrative practice,29 or have been 
implemented, but then partially reversed as donor involvement declines. The message is that 
conditionality, when employed, must hold the potential for meaningful monitoring; a task made 
much easier where there is significant local support for reform. 
 
Even assuming that conditionality can be monitored, effectiveness demands that donors be 
coordinated in their demands, and have the resolve to withhold aid if conditions are not 
implemented to some pre-established extent. In practice, these requirements are frequently not 
met (van de Walle 2005, Frot and Santiso 2010). In many cases donors set different conditions 
or performance targets, thus complicating their ability to create significant pressure for reform in 
recipient countries (quite aside from the transaction costs created by such fragmentation). Even 
when performance targets are shared, there may be disagreement about the type of response 
that is justified when conditions or targets are not met, given the complexity involved in 
evaluating the causes of underperformance.30  Finally, in some cases donors may differ in their 
underlying willingness to reduce funding levels in order to enforce conditionality. At its simplest, 
this may reflect broad pressure to disburse funding and reluctance among donors to produce 
negative assessments of funded programmes. Deeper problems may emerge where donors 
have specific economic or geo-strategic interests in recipient countries that make them unwilling 
to take a hard stance in the face of an unwillingness to pursue reform (Dunning 2004, Moss, 
Roodman and Standley 2005, Montinola 2010).  
 
The message is thus not that conditionality cannot be an effective policy lever, but that its 
effectiveness is likely to be context-specific, and dependent on careful design and 
implementation.  
3.2 Designing conditionality and the importance of better indicators 
 
Even if conditionality is effective in providing an incentive to governments to adopt particular 
reform, this will only be of net benefit if those conditions are, in fact, consistent with the long-term 
goal of building a stronger tax system. On the surface this statement is straightforward, but, in 
practice, there are a variety of ways in which conditionality may fail to target desirable reform or, 
worse, may inadvertently create perverse incentives and outcomes. As such, careful design, 
supported by the development of more appropriate indicators, is essential. 
 
The most basic risk is that the stipulation of unrealistic and unattainable targets may lead to poor 
planning and the unfair withholding of aid from recipients. Thus, for example, if donors push for 
unrealistic tax collection goals, this may result in unfairly penalising recipient governments when 
targets are not met. Similarly, unrealistic revenue projects may lead to corresponding demand 
                                                                                                                                                                                   
eventual attachment of tax reform-related conditionality to the IMF country programme. At the centre of this conditionality 
was a demand that Bangladesh introduce a reformed Value Added Tax, but after extended preparation of the new law, 
several IMF missions and pledges of support from various other donors, the government announced shortly before the 
presentation of the 2012 budget that it would not, in fact, be presenting the new law to parliament. 
29
  An early study of the political economy of tax reform proposed that seemingly controversial tax policy changes have  
sometimes been accepted by elites precisely because of confidence that implementation would be weak (Ascher 1989: 
443). 
30
  As is discussed below, one cause of disagreement in enforcing targets is the fact that the targets themselves are often 
somewhat arbitrary, thus opening the door to disagreement over whether poor performance against targets reflects 
government failure, or other issues. 
21 
 
for increased public spending that cannot, in fact, be financed. This is not a hypothetical 
concern; there are cases, for example, where the IMF has set revenue targets as part of 
stabilisation programmes that have proved unattainable. Finally, and less obviously, unrealistic 
targets may, perversely, lead recipient countries to adopt short-term measures to meet those 
targets even where they are inconsistent with longer term or broader development goals. 
 
This last issue points to the broader concern that even if goals are realistic in a narrow sense 
they may nonetheless generate unforeseen, and potentially perverse, incentives and outcomes. 
Fjeldstad (2001) recounts the case of revenue conditionality in rural Tanzania, which led to 
increased levels of tax collection but also encouraged the use of increasingly coercive methods 
of tax collection. While poorly documented, this perverse tendency of crude revenue targets to 
foster a ‘focus on targets’ rather than a focus on building stronger tax systems over the long term 
appears, anecdotally, to be a broader concern.31  Not only are highly coercive practices 
designed solely to meet targets inherently undesirable, but they also distract attention from 
longer term goals and may undermine public support for the tax system, and thus undermine 
more valuable long-term reform efforts.32  Needless to say, when revenue targets are set at 
unrealistic levels this holds the potential to further exacerbate such perverse incentives. 
 
While poorly researched, it is straightforward to imagine other ways in which meeting specific, 
narrow, targets may also have unintended costs or even undermine longer-term reform. For 
example, conditionality and performance targets that emphasise some areas of tax policy or 
administration risk strengthening those areas at the expense of others. For example, tax 
administrators frequently express concerns that the creation of Large Taxpayers’ Units may 
distract attention from other areas of tax administration. There is similarly anecdotal evidence 
that the introduction of VAT may draw resources away from other areas of tax administration.33  
Such reallocation of resources is not inherently problematic, but is a reminder that conditionality 
often generates incentives to meet specific goals, whether or not they are consistent with the 
broader long-term goal of strengthening the tax system. 
 
The obvious response to such concerns is to design better conditionality, based on better 
performance targets, thus ensuring that conditions are set in a way that is consistent with 
achieving both short- and long-term improvements. Donors as a group have traditionally relied 
overwhelmingly on the tax share of GDP as the most important indicator of performance, with all 
of the potential risks noted above. The alternative has tended to be conditionality based on a set 
of highly visible policy and administrative reforms, as discussed previously. However, these 
priorities, while perhaps justified, leave largely unaddressed the ‘softer elements’ of tax 
administration, which are essential to building taxpayer trust and expanding voluntary 
compliance (Bird 2008, Bird and Vazquez-Caro 2011). Tax experts increasingly emphasise the 
fact that tax modernisation is not simply about changes in policy and administration, but also 
about reorienting broader norms (Aberbach and Christensen 2007). Bird and Vazquez-Caro 
(2011) specifically argue for a move from an adversarial compliance model towards a co-
operative (or collaborative) model, backed by a focus on equity above maximisation of revenue 
collection, reduction of transaction costs, greater transparency, use of information technology 
(IT) and the careful development and management of human resources. It is these factors that 
                                                        
31
  This is equally an issue in relation to a sometimes excessive focus on revenue targets within domestic tax agencies, where 
  taxpayers and tax officials alike frequently attribute particularly coercive tax practices to the ‘need to meet their targets’. 
32
  This is an inherently difficult claim to study empirically, but this view is widely shared by tax officials and reformers.  
Indirect support for the claim comes from evidence that the behaviour of tax officials towards taxpayers can significantly 
reduce reported support for government and tax compliance (Fjeldstad 2004, Berenson 2006). 
33
  For example, in Sierra Leone many senior staff were transferred directly from the Direct Tax Department of the National  
Revenue Authority to the newly created VAT Department, and staff regularly argue that there was a clear trade-off in 
government policy, driven by donor demands (Prichard and Jibao 2010).  
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need to be borne increasingly in mind in the design of tax reform programmes, and related 
conditionality and performance targets. 
 
Achieving this goal depends on both an attitudinal shift among donors and providers of technical 
assistance, and the development of clearer, more nuanced and more appropriate indicators of 
tax system performance (Bolnick and Hadler 2011). Positive steps in this regard are apparent in 
growing attention to developing such indicators, including a major initiative currently being 
piloted by the World Bank (World Bank 2012). These efforts should be applauded but challenges 
remain. First, with growing interest in such benchmarking exercises there is a need to ensure 
that donors work co-operatively, as there is otherwise a risk of the proliferation of contrasting 
benchmarks. Second, there is a need to ensure that these new benchmarks are actually put into 
practice, not only on paper, but also in the attitudes and priorities of those involved in reform 
programmes. The need for more careful, and context-specific, benchmarking has long been 
acknowledged among donors, but progress has been very slow (Barbone, Das-Gupta, de Wulf 
and Hansson 1999, de Wulf 2000, Gill 2000, IEG 2008).34  Third, and perhaps most acutely, 
there is a need to ensure that these new indicators do not devolve into an endless checklist of 
requirements largely disconnected from particular contexts and needs. The motivation for 
developing new indicators is precisely the need to ensure that conditionality addresses local 
needs, is embedded within a broader reform plan and does not create perverse incentives to 
simply ‘meet targets’ even at the expense of actual reform objectives. However, the risk of falling 
into such reductionism is significant. 
 
Related to this risk is the need to ensure that benchmarking exercises are conducted in 
partnership with local leaders. As Bird and Vazquez-Caro (2011: 3) explain: 
 
An additional problem with some benchmarking of tax administrations, 
especially in developing countries, is that many such exercises have been 
carried out more by outsiders, such as those who pay (donor agencies) or 
those who criticise (Non-Government Organisations (NGOs)), than by tax 
administrations themselves. If those who must generate most of the critical 
data needed for a benchmarking exercise are aware that they will be judged 
by it and they see no direct benefits for themselves from accurate reporting, 
accurate reporting is unlikely to ensue.35 
 
Thus, if benchmarking and the related conditionality are to be fully effective, the goal should be 
to develop specific benchmarks and targets in partnership with local tax administrations, 
informed by general principles about good tax practice that go beyond simply maximising 
taxpayer revenue.36  
 
This said, it is useful to conclude by returning to the potential tension between fostering local 
ownership and developing relatively sophisticated and detailed conditionality. There is a strong 
argument for keeping conditionality to a minimum where possible, and for budget, rather than 
                                                        
34
  For example, Barbone et al. (1999: ii) wrote of ‘the need for a standard diagnostic tool, a greater focus on and integration 
of governance components in project design, the development and use of a standard set of administration performance 
indicators and also a standard appraisal methodology’. 
35
  Though not specific to developing countries, similar sentiments can be found in Behn (2003), while Crandall (2010) cites 
the example of Romania, where performance management targets fell into disuse because they were not viewed as 
relevant by senior officials. 
36
  They go somewhat further and argue for a shift away from reliance on quantitative and qualitative benchmarks and  
towards what they call ‘systemic benchmarking’ which seeks to benchmark performance around sets of activities related to 
specific administrative priorities. This is, in their view, a way of ensuring that benchmarks are genuinely useful for informing 
reform strategies, rather than acting as simple ‘grading’ exercises. This is undoubtedly good advice, though is likely to be a 
longer-term goal in most low-income countries and is thus not fully developed here. 
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sector-specific, support. However, particularly in weak institutional environments, this risks either 
placing insufficient emphasis on revenue raising or implicitly promoting a reductionist approach 
to reform, centred exclusively on increasing the tax share of GDP. Adopting more detailed 
conditionality, or more targeted support to the tax administration, are a means to address these 
risks, and promote a more complete vision of reform, but, unless handled carefully, may do so at 
the expense of fostering local ownership (Bolnick and Hadler 2011). 
3.3 Alternative forms of conditionality 
 
The message of the preceding discussion is that conditionality can have a role to play in 
supporting reform, and, where necessary, in managing the risk that aid may undermine tax 
effort. However, for this to be effective, and avoid creating perverse incentives, there is a need 
for very careful thought about rationale, design and implementation. This means: (a) seeking to 
design conditionality that supports local initiatives and reform leaders, rather than simply driving 
an external agenda; (b) ensuring careful co-operation and co-ordination among different donors; 
and (c) employing more nuanced indicators, developed in partnership with local reform leaders. 
 
Given the complexity of these needs, it is equally likely that in some circumstances reliance on 
traditional forms of conditionality may simply not be appropriate or effective, despite the best 
intentions. Most obviously, where governments are sufficiently resistant to reform, the risk that 
conditionality will fail to secure more than superficial reform and that donor resources will be 
squandered is significant. In such settings reliance on either greater selectivity, or ‘cash on 
delivery’ modalities, may be more appropriate. 
 
Selectivity may occur at both macro and micro levels. At a macro level, it implies delivering aid 
only where governments have already shown a commitment to reform, as with the US 
Millennium Challenge Corporation (Rieffel and Fox 2008). This, though, has the disadvantage of 
ruling out aid to many of the cases most in need of reform. At a micro level, selectivity implies 
focusing on reform objectives that are relatively ‘incentive compatible’ with existing political 
priorities, thus advancing limited reform even in contexts in which broader reform may be 
impossible (Hassan and Prichard 2012). Such incremental reform in difficult environments may 
be very valuable, but demands that donors be patient and invest in relatively detailed political 
economy analysis. This approach is consistent with conditionality as ‘monitoring and dialogue’ 
rather than as promoting specific reforms (Morrissey 2005). 
 
An alternative, and related, possibility is raised by Bolnick and Hadler (2011), who propose the 
potential value of a ‘Cash on Delivery’ (COD) approach (Birdsall and Savedoff 2011).37  This 
would imply negotiating clear and verifiable performance criteria with government, and 
stipulating aid payments from donors if and when those performance criteria are achieved. Such 
a modality may be particularly valuable in contexts in which local political leadership has been 
clearly absent, and donor projects have repeatedly failed to meet objectives as a result. In such 
contexts, a COD approach would place the onus on government to tangibly demonstrate political 
leadership before receiving any donor support. That said, such an approach is far from a magic-
bullet for reform: it does not alleviate the risk of reform reversals, relies critically on the 
identification of effective targets, potentially places priority-setting in the hands of donors rather 
than government, and may reduce the scope for proactively supporting potential reform leaders. 
Moreover, given that outcomes are shaped by many factors, some of which are not under the 
control of government, this modality may fail to recognise committed reform efforts that 
                                                        
37
  The World Bank has recently introduced such an aid modality, which it terms ‘Program for Results’.  
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nonetheless fail to achieve desired outcomes (Morrissey 2005). This is especially important for 
targets related to tax revenue.  
4 Beyond tax reform: additional issues for 
donors 
 
The discussion so far has focused on the ways in which donors can directly contribute to 
strengthening tax systems in the developing world. However, the success of developing country 
tax systems is equally shaped by the external policy environment. We conclude with a 
discussion of three ways in which broader donor actions could improve the overall environment 
in which tax reform programmes are undertaken, and thus contribute significantly to improved 
outcomes. 
4.1 Donor proliferation 
 
One consequence of surging donor interest in tax issues is the risk of a proliferation of poorly co-
ordinated donor initiatives aimed at tax systems in developing countries. Donor assistance on 
tax has historically been dominated by the IMF, the World Bank and a small group of bilateral 
donors, led by DfID (UK) and GTZ (Germany, and recently renamed GIZ). This picture appears 
to be changing, though measuring potential proliferation concretely is very difficult. The potential 
costs of a lack of donor coordination are well-known, including: (a) high transaction costs and 
administrative fragmentation in recipient countries; (b) poorly coordinated, or even contradictory, 
reform objectives; (c) instability of reform goals and related funding; and (d) difficulties in 
effective monitoring and evaluation (e.g. Morss, 1984, Acharya, de Lima and Moore 2006, 
Roodman 2006, Djankov, Montalvo and Reynal-Querol 2009). The need for effective donor 
coordination is central to the Paris Agenda for aid reform, but progress in practice has been slow 
(OECD 2009). While coordination problems are most acute in areas of service delivery, growing 
donor interest in tax issues suggests that this is an area in which questions of coordination may 
demand increasing attention.  
4.2 The tax treatment of aid-funded goods and services 
 
Despite significant attention to the issue in recent years, many aid-funded goods and services 
continue to benefit from significant tax exemptions, which may undermine the quality of tax 
systems in recipient countries (Boyce and O’Donnell 2007a, 2007b, Boyce and Forman 2010, 
Carnahan 2007). The logic of these exemptions is clear-cut: aid funds are generally designated 
for particular projects and purposes, and the taxation of those funds amounts to a reduction in 
development-oriented spending in those areas. While tax revenues still accrue to the 
government, there is no guarantee that they will be used for the agreed purposes - in effect, tax 
revenue from aid projects amounts to unconditional donor support to the national budget. 
However these arguments ignore both the reality that donors already deliver significant funding 
directly to many developing country budgets, and the significant negative impact of exemptions 
on tax administration and tax norms.  
 
With respect to delivering aid directly to government budgets, many donors have already moved 
to providing a larger share of aid through direct budget support. It is in these cases that tax 
exemptions for aid-funded goods and services could be removed without meaningfully 
increasing the risk to donors, as the provision of direct budget support already reflects an 
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expression of confidence in local budgeting, financial management and priority setting 
(Morrissey 2006). Doing so could, in fact, amount to little more than an accounting exercise: 
project funding could be increased in proportion to expected tax liabilities, and direct budget 
support reduced by an equivalent amount, on the assumption that the same revenue will reach 
the budget through the tax system. Such a reform would also deliver tax efficiency gains, as it is 
not the aid that is taxed but the goods, typically imports, purchased with the aid, which are taxed 
at prevailing tax rates. Where tax rates are low (e.g. most capital goods) or zero (e.g. medicines 
or textbooks), taxes will remain negligible, while only luxury goods (e.g. vehicles) would be taxed 
heavily. 
 
The justification for such a change lies in the fact that existing exemptions impose substantial 
costs on developing countries, and represent an apparent case of donor hypocrisy. While little 
specific research has been done, it is clear that the scope of such exemptions is large: in Sierra 
Leone, relief from customs duties alone amounted to roughly 10 per cent of total government 
revenue, and 1 per cent of GDP. Administratively, it is costly to administer exemptions, and the 
proliferation of exemptions can open the door to abuse, as exemptions are illegally claimed for 
ineligible activities.38 Equally important is that widespread tax exemptions may undermine the 
norm of tax compliance within society as a whole. Those involved with aid projects are frequently 
very wealthy by local standards, receiving high salaries, living in large homes and driving 
expensive cars. Regardless of the officially charitable intent of the work, local taxpayers are 
virtually certain to ask why they should bear a large tax burden when much wealthier individuals 
are excused from significant taxation. More generally, at a time when donors are increasingly 
demanding that developing country tax administrations increase transparency and curb tax 
incentive regimes, their own unwillingness to reform sets a highly contradictory example. 
4.3 Donors, tax havens and international tax evasion 
 
It is increasingly apparent that an important barrier to improved tax performance in the 
developing world is the ability of elite individuals and multinational companies, including natural 
resource firms, to make use of off-shore financial centres (OFCs), more commonly known as ‘tax 
havens’ or ‘secrecy jurisdictions’ to engage in tax evasion. While it is difficult to precisely 
estimate the impact of these practices on tax collection due to the secrecy involved, recent 
studies suggest that the lost tax revenue may be very substantial (Baker 2006, GFI 2008, 2010). 
Recent data being compiled by the Tax Justice Network and Christian Aid, for example, 
suggests that revenue losses from only a single method, transfer mispricing, may be as high as 
5 to10 per cent of total tax revenue in many low-income countries (Prichard 2009, Cobham 
2005). Even if actual levels are significantly less than these estimates, they nonetheless 
represent a significant share of total tax revenue. 
 
The implications of these forms of tax evasion are threefold. First, they seriously undermine 
overall levels of tax collection in the developing world. Second, they are likely to contribute 
significantly to tax system inequality, as it is wealthy individuals and large firms that are able to 
exploit tax havens for financial benefit. This is not only objectionable on normative grounds, but 
uneven enforcement has been widely shown to undermine voluntary tax compliance among 
other taxpayers (Berenson 2006, Fjeldstad 2004). Further, by fragmenting taxpayers’ interests, 
such inequity may well also undermine the potential for taxation to lead to explicit and implicit tax 
bargaining as taxpayers seek broader responsiveness and accountability (OECD 2010, Prichard 
2010a). Third, ready access to the anonymity provided by tax havens may also facilitate 
                                                        
38
  While estimates of such abuse are obviously problematic, it is interesting to note that a survey of taxpayers in Tanzania 
found that religious and charitable organisations were viewed as a major source of tax evasion, while similar views appear 
to be common across the developing world (Gray 2001). 
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corruption of various kinds including, for example, bribes paid in order to secure favourable tax 
treatment, particularly by firms in extractive industries (Palan, Murphy and Chavagneux 2010). 
 
While international organisations have recognised the negative implications of tax havens at 
least since the 1998 OECD report on Harmful Tax Competition, recent years have seen growing 
recognition of the negative implications of tax havens specifically as an issue for developing 
countries. This has, in turn, spurred growing appreciation that donor agencies should be among 
the most vocal advocates of measures to curb such abuse.39  Unfortunately, devising an 
appropriate response is a more complex challenge, as even the most sophisticated tax 
administrations in developed countries struggle to control such tax evasion (Keen forthcoming).  
 
Two tracks have dominated discussion and activity, but there are major questions about the 
efficacy of both sets of measures. The first set of activities has focused on providing expanded 
technical assistance to developing countries to deal with tax evasion by multinational firms in 
particular. A significant part of this effort has focused specifically on firms in extractive industries, 
where concerns about both tax evasion and corruption are particularly acute.40 However, while 
this is welcome, there is a need to be realistic about the likely scope for progress, as the 
technical capacity required to significantly curb such tax evasion may be largely beyond the 
reach of many low-income countries in the short to medium term, even with significant capacity-
building support. In addition, there is a need for very careful co-ordination of donor support in 
order to ensure that targeted support for dealing with evasion by multinationals is well integrated 
with broader tax reform programmes and priorities. 
 
The second reform track has placed emphasis on improving the exchange of information 
between tax administrations in different countries in order to facilitate improved enforcement 
(TJN 2009). However, while the principle of transparency is laudable, many contend that even if 
developing countries are able to sign exchange of information agreements with relevant tax 
havens, the burden of proof required in order to access and exploit external information may 
likewise be beyond the reach of many countries (TJN 2009, Murphy 2009). This technical barrier 
is compounded by the fact that political resistance by elites may seriously undermine such 
efforts, much as political resistance has ensured the continued weakness of income taxes 
across the developing world (Bird and Zolt 2005). There is thus real concern that these 
measures may create the appearance of action without any serious likelihood of success.41 
 
Confronted with this reality, there is a strong case for donor agencies to become more vocal 
advocates for more ambitious reform measures. One such proposal has been to replace 
international exchange of information agreements with automatic exchange of information, with 
information on all taxpayers being sent automatically to countries of residence (TJN 2009, 
Murphy 2009). However, this measure has been criticised in many quarters on the basis that 
developing country administrations may be overwhelmed by information. An alternative proposal 
has been for changes in international corporate accounting standards to require country-by-
country reporting by multinational firms. This would require that all companies report revenue, 
profits, tax payments and other key financial data on a country-by-country basis, thus 
dramatically simplifying the task of detecting international profit shifting and tax evasion 
(Christian Aid 2010, TJN 2008).42  This proposal has found wide-ranging support from 
                                                        
39
  There are a wide array of forums and organizations involved in these processes, among them the OECD Tax and 
Development Task Force, the International Tax Compact and recent commitments by the British and Norwegian 
development agencies to support significant research in this area. 
40
  The Extractive Industries Transparency Initiative has similar goals, though relying more heavily on civil society 
engagement and pressure (e.g. Haufler 2010).  
41
  Keen (forthcoming) raises this question, though not as explicitly or in precisely these terms. 
42
  See, for example, <http://www.financialtaskforce.org/issues/country-by-country-reporting/> 
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researchers, activists and some members of governments, but has faced stiff resistance from 
multinational firms. 
 
Over the longer term there remains a simple need to put pressure on tax havens themselves to 
become more transparent and to desist from predatory practices designed solely or primarily to 
facilitate tax evasion or other forms of illicit activity. There is a precedent for this, in the creation 
of an OECD ‘black list’ for non-compliant jurisdictions, but the standard of transparency is 
currently comparatively low. Regardless of specific goals, donor agencies should be prominently 
involved in continuing to push these concerns to the forefront of international discussions, as the 
challenges facing developing country tax systems cannot be seen in isolation from the broader 
international policy environment. Doing so would mean development agencies increasingly 
engaging with Ministries of Finance within their own countries, as it is decisions by these 
ministries that are particularly central to shaping the international policy context. 
 
5 Conclusions 
 
Collectively, the messages in this paper amount to a significant challenge to donors as they 
seek to strengthen their efforts to support developing country tax systems. Of course, the issues 
covered here are neither exhaustive nor entirely new. Instead, this paper is an effort to focus 
attention on a series of ‘big picture’ issues that have often been noted, but which have been 
inadequately analysed and too infrequently integrated into policy on the ground. The goal is to 
support donors in building on the meaningful successes of the past by deepening the impact of 
reform efforts and broadening the agenda to encompass a larger range of governance concerns 
and greater attention to the international policy context for reform. 
 
As important as the individual messages raised here is the extent to which they are 
interconnected, and thus represent an overlapping and relatively coherent agenda for 
strengthening donor engagement. At a domestic level, complementing the existing agenda with 
greater attention to the ‘soft’ elements of tax reform - including equity, transparency, 
inclusiveness and a focus on taxpayer services - holds the potential both to help to address 
political barriers to reform and to strengthen links between taxation, state-building and 
governance. This domestic agenda needs to be complemented by an international agenda that 
addresses more systemic barriers to effective tax systems in developing countries. This includes 
a more nuanced understanding of the impact of aid, both positive and negative, on domestic tax 
effort in particular contexts, efforts to reform tax exemptions for aid-funded goods and services, 
and more proactive donor involvement in addressing the impact of tax havens on developing 
countries. 
 
Underpinning these specific issues is the need for broader improvements in donor processes. 
This must begin with thinking more carefully about the nature of donor conditionality and 
benchmarking. Moving the focus of tax reform efforts beyond the tax share of GDP is important 
to achieving more meaningful and lasting reform, and to incorporating governance 
considerations into the reform agenda. However, the use of conditionality must include an 
understanding of the local political economy, and the consequent potential for conditionality to 
support reform in particular contexts, and must be carefully balanced with a concern for 
strengthening local reform leadership. Finally, the success of all of these reforms depends on 
effective coordination among donors, a commitment to fostering local ownership of reform and a 
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willingness to incorporate political economy analysis into the design of interventions that are 
tailored to local needs, and thus embrace a degree of heterodoxy, patience and selectivity.  
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Appendix 
Existing evidence linking aid and tax effort 
 
Over slightly more than a decade, there has been a wide range of studies seeking to explore the 
impact of aid on tax effort in recipient countries. This appendix provides a detailed review of 
those findings and key technical disagreements within the literature. 
 
Most of the early results in this literature reported that aid discourages tax collection across 
countries (Mahdavi 2008, Remmer 2004, Gupta, Clemens, Pivovarsky and Tiongson 2004, 
Devarajan, Rajkumar and Swaroop 1999, Bräutigam and Knack 2004, Knack 2009). The most 
influential of these results was that of Gupta et al. (2004) from the IMF, which not only found that 
aid reduces tax effort across countries, but also argues that that the composition of aid matters. 
Loans, which need to be repaid, encourage collection, but grants discourage tax effort. 
Responding to subsequent challenges to these initial findings, Benedek, Gupta and Muthoora 
(2012) replicated and expanded the initial study using a more up-to-date and complete data set, 
covering the years 1980 to 2009. The new study further explored the robustness of the sample 
to selection bias, finding that the results are robust across samples, though the negative impact 
of aid on tax effort is larger in weak institutional environments.  
 
However, the study is not without limitations: the new data set employed by this more recent 
study, while a step forward, still only covers 2,465 of a possible 3,510 observations within their 
entire sample (70 per cent), and 999 of a possible 1,710 observations among countries with 
weak institutions (58 per cent).43  This data problem is common to all existing studies and, 
coupled with broader concerns about data accuracy and the inconsistent treatment of resource 
revenues, suggests that results should be treated with caution.  
 
Aside from this basic concern about data quality, a variety of studies have challenged the finding 
of a negative impact of aid on tax effort, raising questions about both the robustness of the 
results and model specification. Among recent studies, Gupta (2007) and Teera and Hudson 
(2004) report a negligible impact of aid on total government revenue, Clist and Morrissey (2011) 
report no robust negative relationship, and a possible positive impact of aid on taxation since 
1985. Brun, Chambas and Guerineau (2009) report that the impact of aid on tax effort is 
contingent on institutions, with a negative impact in weak institutional environments, but a 
positive effect in developing countries with stronger institutions. These divergent results reflect 
differences in data and specification and, collectively, cast major doubt on the robustness of 
claims about a consistently negative impact of aid on tax effort. 
 
The most thorough peer-reviewed response to Gupta et al. (2004) comes from Clist and 
Morrissey (2011), who address the effect of aid loans and grants on tax effort using data for 82 
developing countries over 1970-2005 and find no robust evidence for a negative effect of aid 
grants on the tax to GDP ratio. While they do replicate the Gupta et al. (2004) results, they argue 
                                                        
43
  The missing data is almost certainly non-random and concentrated in resource dependent states, states involved in 
conflict and those with poor relationships with the International Financial Institutions (IFIs). The problem of missing data is 
exacerbated by the widely accepted fact that there are significant inaccuracies in the existing databases, while the 
treatment of resource revenues is highly inconsistent, leading to a further risk of misleading results (Cobham and Goodall 
2011, Prichard 2010b). These problems are common to a greater or lesser degree in all existing studies, and the case for 
treating these results with caution is thus compelling. 
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that these are due to a mis-specification of the relationship of interest. Specifically, they argue 
that Gupta et al. (2004) identify a contemporaneous correlation between aid and reduced tax 
collection - higher aid, especially grants, is associated with lower tax to GDP ratios; but that this 
is to be expected, as the poorest countries tend to have lower tax to GDP ratios and, partly for 
this reason, tend to receive more aid, particularly in the form of grants.  
 
By contrast, they argue that the prediction that aid reduces tax effort implies a behavioural 
relationship, which can only occur over time. As such, they argue that it is necessary to 
introduce lagged effects of aid on taxation, and they find that allowing for even moderate lags on 
aid (five years in a panel context) eliminates the negative aid effect. Clist and Morrissey (2011) 
use longer lags on the assumption that the impact of aid on tax effort is more likely to occur over 
the medium term (discussed further below). Intuitively, the argument for longer lags reflects the 
fact that sustained changes in tax collection are likely to occur only over the medium-term - 
making the search for immediate tax responses to changes in aid potentially misleading. They 
suggest that this is particularly an issue in low-income countries, where low revenue is likely to 
encourage high levels of aid, while sustained improvements in revenue performance have been 
frequently difficult to achieve, with collection outcomes shaped by deep-seated historical factors 
(Keen and Simone 2004, Teera and Hudson 2004, Mkandawire 2010). The message is not 
necessarily that a particular lag length is ‘right’ but, rather, that the causal pathway from higher 
aid to changes in tax collection is highly complex, and potentially highly variable, and thus raises 
important challenges of model specification, particularly when looking at cross-country data.  
 
As importantly, Clist and Morrissey (2011) highlight the need to consider the multiple pathways 
through which aid may shape tax outcomes, and thus to carefully assess what conclusion can 
be drawn from existing results. Studies of aid and tax effort are focused on the behavioural 
impact of aid on taxation: that is, the possibility that aid may reduce efficiency (effort) in the 
collection of tax revenue. However, it seems at least equally likely that it is policies associated 
with aid (conditionality and technical assistance) that have effects on tax revenue (on rates, 
bases or collection). The controls that are generally included in tax effort studies to proxy for the 
tax base (such as agriculture and industry shares in the economy, GDP, imports and exports) 
cannot adequately account for these policy effects. In simpler terms, aid is likely to shape tax 
performance through multiple channels (behavioural effects, conditionality/policy and technical 
assistance) and these effects may move in different directions, and may be difficult to distinguish 
from each other.  
 
They argue that the tax effects of policy reforms are potentially very significant, but are difficult to 
identify with confidence. For example, they find that in the past 15 to 20 years low-income aid 
recipients have managed to increase tax ratios, and suggest that this may indicate that in many 
aid recipients the policies associated with aid may have supported increasing tax to GDP ratios. 
This may not only reflect the influence of policies targeting tax performance, as aid projects that 
shape broader outcomes, such as growth or institutional quality, may equally influence tax 
collection. Illustrative of the importance of considering the tax effects of aid policy, Clist and 
Morrissey suggest ways in which simple correlations in the data may not reflect any causation. 
For example, some policies associated with aid tend to reduce tax revenue: economic 
liberalisation has typically been a component of conditional lending (aid increases), and such 
reform episodes are generally associated with tax revenue reductions. Aizenman and Jinjarak 
(2009) show that reforms such as trade liberalisation erode the revenue from ‘easy to collect’ 
taxes such as tariffs (which tend to be most important for poorer countries). Poor countries have 
difficulty replacing the lost revenue through ‘hard to collect’ taxes, such as VAT or income taxes. 
Thus, periods of economic policy reform in developing countries tend to be associated with 
reductions in the tax to GDP ratio, especially for the poorest countries (Baunsgaard and Keen 
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2005), but they also tend to be associated with aid episodes. In this way, aid conditionality may 
actually generate a negative association between aid to GDP and tax to GDP ratios in the short-
run. This helps to explain why some studies find a negative correlation between aid and tax 
ratios, but it is not due to a behavioural effect of aid reducing tax effort. 
 
Alongside these cross-country regression studies, important evidence emerges from studies that 
examine the fiscal effects of aid by considering the relationship between aid, domestic revenue 
(taxes) and government spending (and sometimes borrowing), usually for a specific country. 
This approach has the advantage of looking in detail at changes in aid and taxation within 
countries, while it highlights that one cannot reliably draw inferences about the effect of aid on 
tax revenue from observations of the value of aid and the tax to GDP ratio alone. Aid and tax 
revenue are only two components of the financing side of the budget (borrowing and non-tax 
revenue are the others); to understand how financing components affect each other one needs 
to consider the whole budget process, including spending. A common finding in these studies is 
that the tax to GDP varies the least (in technical terms it is exogenous, or not determined by the 
other variables in the fiscal system; in other words other budget components make most of the 
adjustments required to balance spending and revenue). 
 
Lloyd, McGillivray, Morrissey and Opoku-Afari (2009) apply a common country-specific fiscal 
response analysis to a sample of 19 countries. The main finding is that aid is a significant 
element of the fiscal relationship for a variety of developing countries (including a number of 
middle-income countries for which aid is a relatively small share of spending. That is, they 
confirm that aid does influence budgetary behaviour. For the majority of countries aid is weakly 
exogenous (i.e. donors do not respond to fiscal imbalances in determining their allocation, but 
aid has effects on the other fiscal variables), and is positively associated with spending (both 
capital and recurrent). The relationship between aid and tax revenue varies: negative in seven 
cases, positive in five cases, and insignificant in the other seven. Moreover, the negative 
relationship is typically because aid declines as tax revenue increases (i.e. over time donors 
reduce aid alongside increases in tax revenue). This appears as a negative correlation between 
aid and taxation, but does not imply that aid is causing reduced tax effort. Ouattara (2006) 
echoes this finding for the case of Senegal. 
 
A few recent studies extend the time series econometric methods to estimate the relationships 
between aid and fiscal aggregates (revenue, spending and borrowing). Osei, Morrissey and 
Lloyd (2005) show that aid to Ghana from the 1980s was associated with reduced domestic 
borrowing (because reducing domestic borrowing was a requirement imposed by the IMF), and 
increased tax revenue (because of reforms in the cocoa sector promoted by the World Bank). 
Morrissey, M’Amanja and Lloyd (2007) find that aid had no impact on tax revenue in Kenya, as 
tax collection has been very stable over time despite short-term fluctuations. Martins (2010) 
provides a comprehensive analysis of the fiscal effects of aid in Ethiopia using a unique 
quarterly data set for the period 1993-2008, and finds no evidence of a long-run relationship 
between aid and tax revenue.  
 
Finally, recent work by Brun, Chambas and Guerineau (2009) highlights two important additional 
considerations within the literature. The first is the need to account for the likely problem of 
endogeneity. While high levels of aid (grants) may affect levels of tax collection, it may equally 
be that levels of tax collection in recipient countries shape aid flows, particularly with low tax 
collection driving higher levels of needed aid funding. Indeed, it seems evident in many cases 
(for example, in post-conflict settings) that aid is high precisely because recipient governments 
have very limited capacity to raise domestic revenue. The standard econometric response to this 
issue is the use of an instrumental variable for aid, thus eliminating the impact of endogeneity. 
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Brun, Chambas and Guerineau (2009) correspondingly instrument for aid by constructing an 
index of ‘aid potential’, following the method proposed by Tavares (2003) and, having done so, 
they find a statistically significant positive effect of aid levels on tax effort within their entire 
sample. More recently, Benedek, Gupta and Muthoora (2012) similarly seek to account for 
possible endogeneity through the use of General Method of Moments (GMM) estimation 
techniques. 
 
The second innovation introduced by Brun, Chambas and Guerineau (2009) is an effort, noted 
above, to capture the impact of aid on tax collection, contingent on the quality of institutions. 
Here they highlight two possible channels, as: (a) countries with weak institutions may be more 
susceptible to a negative impact of aid on tax collection (Azam, Devarajan and O'Connell 1999); 
and (b) aid may, as suggested above, affect tax performance indirectly through its effect on 
institutions and accountability (Knack and Rahman 2004, Amprou and Cottet 2006, 
Svensson,2006, Martens, Mummert, Murrell and Seabright 2002, Moore 2001, Moss, Roodman 
and Standley 2005). They correspondingly insert various measures of institutional and 
democratic quality into a standard tax effort regression and find that the impact of aid on tax 
effort is not affected by either corruption or democracy, but is affected by the quality of 
institutions. Specifically, they find that for countries with the lowest quality of bureaucracy (11 per 
cent on the observations in the sample) the impact of aid is negative, while for countries with 
stronger institutions the effect of aid is positive. This approach is partially replicated by Benedek, 
Gupta and Muthoora (2012), who split their sample according to institutional strength and find a 
stronger negative impact of aid on tax collection in weak institutional environments. 
 
In summary, despite IMF support for the position that aid discourages tax effort, the 
preponderance of recent evidence reviewed above suggests that this result is not robust. 
Moreover, there is recent strong evidence that the impact is context-specific and dependent 
particularly on the quality of institutions. As important, is the need to appreciate that all of the 
results are subject to quite pronounced econometric and conceptual challenges, which demand 
that the results, while useful, be treated with some caution. 
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